.
Investment returns
As much as investors would like to have definitive data about how much better or worse SRI investments fare than their counterparts, no obvious conclusion can be drawn regarding their performance.
The findings from numerous studies on the subject are contradictory. Many of the studies are inherently biased in that the organizations conducting them have a vested interest in the outcome. Those that see a marketing or financial benefit from SRI tend to conclude that it is superior to traditional investing. Others have competitive reasons for opposing it. The ideological bents of SRI researchers also may predetermine their findings.
In fact, there may never be a definitive answer to the question of whether SRI reduces investment returns. Legitimate disputes about data quality and methodology are likely to continue. Investors can learn, however, from the compelling cases made by the two sides in this debate.
Advocates of SRI say socially desirable companies have attractive characteristics that can make them stronger and more stable and therefore likelier to outperform over the long term -more than offsetting any loss of portfolio performance from focusing on a smaller investment universe.
Skeptics contend that there must inevitably be a cost when excluding the stocks of otherwise financially attractive companies from a portfolio because they are judged to be socially irresponsible. (We take a longer look at the studies in a separate section at the end of this paper.)
Our take is that the more constrained the portfolio, the lower the expected return. This does not mean we are opposed to SRI. We just want investors to be aware of the probable cost.
Another difficulty in assessing the performance of SRI investing is that investors have very different objectives. Some are based on their religious beliefs (such as abortion), some are based on environmental concerns (for example, fossil fuels), some are based on undesirable behaviors (alcohol, gaming, and tobacco), some on equality (women in management, same-sex benefits). Others create their own unique combination of screens.
Therefore, comparing the returns of one strategy with those of another may truly be comparing apples to oranges.
Impact
Investors who wish to encourage social or corporate change with their money have options. Among the choices: They can pursue socially responsible investing, or they can donate a portion of their investment proceeds to a charity or organization supportive of their cause.
SRI investors, according to a 2009 study by Michael L. Barnett of the University of South Florida and Robert M. Salomon of the University of Southern California, "have caused firms to take certain actions that, without such pressure, they would have taken much later or not at all."
However, high-net-worth individuals may potentially make more of a difference by investing without regard to social screening and contributing some of the higher expected returns to an advocacy group supportive of their cause.
An example: Assume that a certain set of socially responsible screens will have an annual "cost" of 10 . percent (a figure chosen for illustrative purposes only). In other words, the expected return will be 10 percent lower than that of a traditional portfolio. In such a case, an investor could choose either a traditional portfolio with an expected return of 8 percent or a portfolio adhering to a certain set of socially responsible screens with an expected return that is 10 percent lower, or 7.2 percent. An investor who achieves an 8 percent annual return on $1 million from the traditional portfolio could donate the extra 10 percent of the $80,000 earnings, or $8,000, to the appropriate charity or advocacy group.
Some conclude that this approach of "donating the difference" creates a more immediate impact on behavior and results.
Key questions to address
As is always the case with investing, there are key questions to ask yourself before proceeding. With SRI, there may be more than with a more typical investment. These include: What aspect(s) of socially responsible investing do I want to pursue? What are my specific goals?
Would I rather invest by singling out preferred companies or by screening out undesirable ones? Am I willing to accept the possibility of lower returns, if it works out that way, in exchange for owning investments that better align with my principles? There may be some complicated decisions to work through.
We welcome the opportunity to speak with you about your preferences and the different options for ensuring that your portfolio reflects your values. In some cases, our current investment approach can accommodate these preferences directly. In others, we may help you source dedicated experts in your particular area of interest. Regardless of the implementation method, the more critical aspect in our view is to have well-defined preferences and to be fully aware of how those preferences may affect your portfolio performance.
Appendix: SRI Studies
Research on the relative performance of socially responsible investments has produced a wide array of conclusions and little overall consensus. But continuing efforts in this field suggest progress is being made toward more definitive answers as awareness of SRI grows and more products are offered. A similar study by Sweden's Seventh National Pension Fund (AP7) looked at an additional 21 academic studies published after the UNEPFI report, focusing only on environment and social and omitting governance studies. Two-thirds of the studies stated that there was no obvious connection. In the remaining third, five studies suggested a positive correlation while three pointed to a negative correlation. The review, "The Performance of Socially Responsible," indicated that nothing was found to suggest that responsibility for environmental and ethical issues in asset management in general either raises or lowers returns.
Aperio Group, which does socially responsible indexing and uses ESG screens in investor portfolios, says the studies on SRI are not conclusive regarding a return penalty. It says its portfolio analysis using tracking error -the deviation from a target benchmark over time -"does support the skeptics' view that screening negatively affects a portfolio's risk and return, but it also shows that the impact may be far less significant than presumed." .
Altair Advisers
Altair Advisers is an independent wealth advisory firm providing investment management, financial planning and client education services. We counsel a select group of individuals, families, foundations and endowments. As a fiduciary, we serve as an advocate for our clients, providing objective advice and comprehensive guidance across all aspects of our clients' financial lives.
Disclosures
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